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Tax Holes vs Tax Windows 


Criticism of “Loophole” Provisions Slights Factors Favoring Small Taxpayer 


by ArTuur A. BALLANTINE 


nN ORGANIZATION Calling itself the “Public Affairs Institute” recently distributed to the public 
and the press an article entitled “Tax Loop Holes”, stated to have been written by Hubert H. 
Humphrey, United States Senator from Minnesota, with a laudatory foreword by Paul H. Doug- 
las, United States Senator from Illinois, and a most enthusiastic “Preface” by Dewey Anderson, 


described as Executive Director of the Institute. 


‘ 


In that preface, the Institute is described as “a 
strictly non-political organization * * * concerned 
only with the presentation of fact.” Senator Hum- 
phrey is there referred to as a former professor of 
political science and “his associate, Dr. Douglas,” as 
a past president of the American Economic Associa- 
tion, together being “a team of experts whose clarity 
of judgment and objective treatment of the matter 
* * * merit the reader’s consideration”. 


Reflecting on “the matter,” having been an off- 
cial of the Treasury back in its earlier and stainless 
days, I look upon the publication of Messrs. Hum- 
phrey and Douglas as far from an “objective treat- 
ment of the matter” and as calling for a discussion 
of considerations not perceived or in any case not 
mentioned by the team. 


The Criticism 


The article is a very severe criticism of the recent 
Federal Revenue Act of 1951 as not imposing taxes 
sufficient to meet the needs of the Government in 
the present juncture, and as burdening unfairly the 
smaller taxpayer, largely through allowing tax 
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“loopholes” through which the big fellow escapes 
bearing his fair share of the burden. The Senators, 
as has President Truman, use the term “loophole” 
in a novel sense as meaning not a flaw but any 
provision of the law which mitigates the burden 
or withholds for reasons of justice or social utility 
the final twist of the tax screw, particularly on the 
larger taxpayer. 


Senator Humphrey says smugly: 


“The fact that a firm is required to pay a large 
excess profits tax is usually evidence that that 
firm is earning exorbitant profits.” 


Here the Senator attempts to use the law as its 
own justification without discussing the facts or 
the difficult question of standards for earnings. 


The General Answer 


In approaching the Federal revenue problem, the 
Senator proceeds on the basis that whatever expendi- 
tures the administration proposes “the American 
people agree that these expenditures are necessary.” 
The idea that sound defense as well as domestic pro- 
tection call for the most careful scrutiny and all 
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practicable reduction of Federal expenditures, now 
kept at truly astronomical levels, seems not to have 
occurred to the Senator, who assumes to speak so 
blithely for the attitude of the American people. 


Another idea seems not to have occurred to the 
Senator—the idea that Federal taxes, including the 
all-productive income tax, mounting to above 90%, 
must be adjusted to the burden-bearing capacities 
of the taxpayer if taxpayers are to continue pro- 
ductive. 

Much is said in the article about taxing according 
to capacity to pay, but nothing is said about what 
that capacity may be. The idea that taxes must be ad- 
justed to burden-bearing capacity was brought home 
to me when I was first called to the Treasury back 
in 1917 to help work out the new war taxes, par- 
ticularly the novel excess profits tax, so that they 


been made public) recipients of the upper 789% 
of reported income paid approximately 28% of 
the total income tax, and that thus the recipients 
of smaller incomes are left with a larger percentage 
of real “take-home-pay.” 


Another fact completely left out is the considera- 
tion that provisions which make it more practicable 
for the larger taxpayer, whether an individual or a 
business enterprise, to bear its tax burden also serve 
to help the little fellow. Let us take the illustration of 
a team of horses, Robbin and Dobbin. Is it not true 
that an adjustment of the collar of Robbin, making 
it more possible for him to pull a good share of 
the load, also helps Dobbin, as otherwise a greater 
part of the load might fall upon him? Well, the big 
taxpayers and the small are willy-nilly a team, 
serving together in bearing the load of government 
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would be actually enforceable. Real students of 
taxes recognize that there is no fixed predetermined 
flow of revenues into which the tax dipper can be 
thrust at will, but that the taxes themselves have 
much to do with the very existence of the flow. 


The Senators strenuously object to any relief or 
mitigating provisions in the tax law in which such 
provisions have been contained ever since Congress 
came seriously to grips with the problem back in 
1918. These provisions are not “loopholes” (that is, 
means of escape from the rigors of the tax system) 
but rather carefully inserted windows to admit light 
and air into an otherwise musty structure. 


The Senator and the Institute fail to call atten- 
tion to the fact that the most important windows 
are actually those in favor of the small taxpayer. 
Much the most important mitigating provision is 
the exemption of personal income from tax (now 
standing at $600). It is estimated that reduction of 
this exemption by $100 a taxpayer would increase 
the annual tax yield by about $1,600,000,000. And 
the Senators seem to have lost sight of the fact that 
the Federal income tax has been made so steeply 
progressive that, for example, for 1948 (the last 
year for which Treasury figures on the point have 
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expenditures, and the smaller taxpayer benefits by 
the help of the big and should not be against adjust- 
ing here and there the pull on the big. 


The ‘‘Loopholes”’ 


Turning now to what the Senator presents as 
specific “loopholes” : 


Depletion 


The article states: 

“The first and most important tax loophole 

which should be corrected is percentage de- 

pletion.” 
Depletion is a rather formidable word. Of course 
what is referred to is that loss of capital assets 
which occurs in the normal course of an extractive 
industry which parts with coal, oil, or the like, in 
making its sales. The Senator does not see any objec- 
tion to an allowance for depreciation (for build- 
ings, machinery and the like) made in reckoning 
taxable income. His serious objections here are two: 

The first and principal one is the provision in the 
law since 1926 for “percentage depletion”—that is 
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an allowance calculated not on the cost of an asset 
as is depreciation but an arbitrary allowance of a 
percentage, now 2714%, of income realized. This 
allowance he says costs the Treasury vast sums 
and the Treasury so maintains. True, the allowance 
is arbitrary, but it is by no means casual. Back 
during the first World War it was urged that to 
assure the vast supply of petroleum needed for 
military purposes some special encouragement to 
development of new resources should be made. This 
plea was recognized by Congress and that body pro- 
vided in the 1921 act for “discovery depletion.” 
This was to be calculated by assigning capital value 
to a discovery and then proceeding as with depre- 
ciation. But that plan proved to be utterly unwork- 
able as the definition of discoveries and the assign- 
ment of value to them was too difficult. Believing 
that special encouragement to the development of 
new resources was still in the public interest, in 
1926 Congress substituted percentage depletion. 
While the Senator urges that this compromise is no 
longer necessary, he does not refer to a study of the 
oil industry recently presented by two top petro- 
leum authorities, Joseph E. Pogue and Frederick 
Coqueron. 


Commenting upon this study recently and in con- 
nection with Sen. Humphrey’s article, the New York 
Times said editorially: “In substance, this report 
showed that where a world petroleum famine loomed 
on the horizon a few years ago the industry has risen 
to the challenge of a demand five times greater than 
it was at that time. It has met this challenge only 
because it has been able to finance the effort out of 
its own retained earnings.” 


Of course our whole security depends largely on 
petroleum and it would seem to be a very dubious 
procedure to cut down the tax provisions under 
which the industry has produced its vast supply 
and has in fact paid a very great part of govern- 
ment taxes, Federal and state. 


The second objection of the Senator about deple- 
tion allowances is that they are now extended to 
many commodities besides petroleum, indeed to 
“sand, gravel, stone, clay, oyster and clam shells, 
and salt.” Here the Senator seems to think that they 
condemn effectively simply by mentioning names, 
though he does maintain: 


“If this trend continues, every element and 
compound known to the chemical laboratory 
will be given percentage depletion. In the 
meantime, the average wage earner, farmer and 
business man will be required to pay the taxes 
which the depletion interests are better able to 
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pay. 


Is not the average wage earner and farmer as in- 
terested as any of us in those new products and 
can he not see that he is greatly helped by what the 
depletion interests have accomplished and the vast 
share of taxes which after all they do pay? 


Income Splitting 


Senator Humphrey’s article states: 


“One of the most discriminatory provisions in 
the present tax laws is income splitting”. 


What is here objected to is the provision adopted 
by Congress in the Revenue Act of 1948 to equalize 
the application of the personal income tax to citi- 
zens of non-community property states as compared 
with the application of the tax in the community 
property states. In those states (originally 12 in 
number) incomes of husbands and wives were com- 
bined in a single return and a result was the plac- 
ing of income of a large income-receiving husband 
there at lower tax brackets than the case of a hus- 
band receiving similar income who happened to 
live in some non-community property state. It has 
always seemed that this great inequality in its prac- 
tical application might be held to invalidate the 
whole personal income tax as contrary to the pro- 
vision of Article 3 of the Constitution that “all du- 
ties, imposts and excises shall be uniform through- 
out the United States.” 


The unfairness of the situation was recognized by 
the Treasury. Efforts having failed to have the un- 
fairness eliminated by requiring incomes of hus- 
bands and wives to be treated always as separate for 
income tax purposes, several non-community prop- 
erty states finally got around to adopting the com- 
munity property basis as they are free to do by 
state legislation. It was in this situation that Congress 
acted fairly and wisely in providing for a split in- 
come return basis, now so condemned by the team 
as a “loophole.” 


Withholding on Dividends and Corporate 
Bond Interest 


The Senator condemns as a “hole” the omission 
of a House provision which would have required 
corporations to withhold for Federal tax in every 
case 20% of the amount of any dividend or interest 
coming due to any individual. He says sadly: 


“In total, the House provision would have 
yielded an additional $300 million in sorely 
needed revenue.” 


As a matter of fact, the withholding provision is 
utterly unnecessary and would have been most ob- 
noxious and unjust to the smaller taxpayer. 
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Such a provision is unnecessary because the law 
has long provided, as it does now, for the filing 
with the Treasury of information returns setting 
forth all such items. These information returns en- 
able the Treasury to make sure that all such items 
are properly taxed. The article states that the Treas- 
ury has maintained that without a withholding sys- 
tem the cost of collecting additional revenue from 
dividends would be prohibitive. 


The Senator’s objection then seems to come down 
to a cover-up for the Treasury’s not doing its duty 
with the present facilities. Assuredly, the cost of 
checking withholdings would be even greater than 
the cost of checking information returns with tax 
returns. 


The withholding provision would be most unjust 
because it would inevitably involve withholding in 
the case of smal] taxpayers whose net incomes after 
exemptions would not warrant the tax, as well as in 
the case of larger taxpayers, most of whom would 
have included the items in their returns and have 
already paid their tax. 


It has been suggested that taxpayers subjected to 
over-withholding could be made whole throygh re- 
fund claims, but that suggestion loses sight’ of the 
fact that in any case the refund route would leave 
the taxpayer without the withheld funds when per- 
haps he most needed them, and that for most tax- 
payers the refund route is rather rocky. 


Nor is there validity in the argument suggested 
by the Senator that small taxpayers may now be 
bothered about refunds on account of over-with- 
holding in the case of salaries, and the like. 


Estate and Gift Taxes 
The article states: 


“The estate and gift taxes are in a pitiful 
state * * * 


“It is disappointing that the Congress did not 
see fit to look into the estate and gift tax as a 
' means of raising revenue at this time.” 


Now many will agree that estate and gift taxes 
are indeed in a “pitiful state,” but most of those 
who will agree are those who pay such taxes, not 
those who moan about them. Taxes in these fields 
are almost always discussed by the moaners as if 
taxes in the field already do not exist, or were next 
to nothing. As a matter of fact, Federal estate taxes 
run to 77%, while gift taxes are at 75% of the 
amount of the estate taxes. 


Under the present law, the estimated current yield 
of such taxes is about $740,000,000. Under present 
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rates, the Federal estate tax on a net estate of 
$250,000 would be $65,700. In a vast estate, such 
as the Senator complains of, the tax on $4,000,000 
would be $1,838,200 (almost 50%). This is apart 
from state taxes, which have increased and mullti- 
plied. As a matter of fact nothing shows Congress 
did not look into the estate and gift taxes, as a 
means of raising revenue at this time. Congress 
may well have hesitated to increase rates still fur- 
ther because of the belief that it is not wise to use 
up seed corn for current operations. 


Senator Humphrey offers the conclusion as to 
amendments to estate and gift taxes which he advo- 
cated: 


“In total these amendments would have raised 
$600 million from sources best able to bear 
increased taxes without any harmful effects 
currently on incentive to produce income.” 


Here the Senator offers not fact but fancy. 


Capital Gains 


Senator Humphrey’s article states: 


“A fifth important loophole is the treatment 
accorded to capital gains”. 


The Senator continues: 


“If an individual draws a salary or receives 
rent from a small house or makes a profit 
from business, he is subject to ordinary in- 
come tax rates which go as high as 92 percent. 
But if you sell at a profit a stock or bond, 
which you held for some time, that profit is 
called a capital gain and is subject to a maxi- 
mum rate of 26 percent. Most people don’t 
benefit from this bargain rate ;” 


Apparently the Senator would eliminate altogether 
any relief treatment of capital gains and believes 
that this would add largely to revenue. Now what 
makes a capital gain is not terminology but fact. 
The gains here referred to are very different from 
ordinary gains or income. Capital gains differ from 
ordinary income in that they are non-recurrent and 
also that the taxpayer may realize them or not as 
he sees fit. After the adoption of the income tax 
containing no precise definition of income, it was 
contended that capital gains are not income at all— 
indeed they are so regarded and treated in Great 
Britain. After it was decided by the Supreme Court 
that capital gains are taxable as income, Congress 
deemed it wise to make provision for the treatment 
of such gains at rates lower than those applying to 
ordinary income, adopting this treatment both for 
the sake of the Treasury and of the taxpayer. There 
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is nothing to show that subjecting capital gains to 
ordinary income tax rates would benefit the Treas- 
ury, particularly as such gains might not be taken 
at all, and there is much to show that giving up 
the capital gains treatment would have a depressive 
effect on enterprise, particularly on new enterprise. 


Family Partnerships 


It is rather characteristic of the attitude of Sena- 
tor Humphrey that he stresses as a tax “loophole” 
the provision of the Revenue Act of 1951, recogniz- 
ing that there may be validity in a family partner- 
ship (i.e., a partnership between an active business 
man and a child or children to whom the business 
man has supplied the requisite capital directly or 
through a trust). In fact the provision recognizing 
the possible validity of such partnerships is unim- 
portant, notwithstanding the Senator’s adoption of 
a guess (not an estimate) by the Treasury that the 
provision will cost one hundred million annually. 


This provision was adopted by Congress not as 
essential to industry but as setting at rest a long- 
standing controversy about such partnerships. The 
provision merely recognized the tax validity of such 
partnerships where their legal validity is entirely 
clear. The Treasury sometimes attempts to ignore 
legal validity in a way that leaves the taxpayer 
confused and sometimes leaves the Treasury em- 
barrassed. 


The Senator does not recognize the merit of end- 
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ing tax controversy and having the law definite, or 
indeed of giving tax effect to legalities. Apparently 
he would prefer to have the Treasury continue to 
fish in troubled waters. 


The general treatment of the subject by the Sena- 
tors seems to me to go back to the method of Presi- 
dent Roosevelt in his message vetoing a revenue act 
in 1943 as containing “relief for the greedy and 
not for the needy”. That bit of phraseology, by the 
way, did not cause Congress to recede from their 
carefully thought out act but to pass it over the 
President’s veto. 


The Future 


I do not share the hope professed by the Senator 
that taxes can be kept above political discussion, 
but I do hope that the discussion can be kept on a 
more objective plane than that used by Senator 
Humphrey in his article. As to his strongly con- 
demned “loopholes”, he might reflect that it is 
hardly a valid objection to the much-prized new 
drugs that the benefit applies only to those who 
have certain physical symptoms. The Senator might 
do well to forget his pains with loopholes and give 
thanks that the law has windowpanes tending to 
make the tax structure livable. He might reflect that 
it is no more practicable to construct a modern tax 
law with its very high rates without careful miti- 
gating provisions than it is to construct a modern 
automobile without adequate springs and brakes. 
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